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Delivered Via Fax to (202) 622-4733, Attn. Mr. Floyd Williams

Dear Commissioner Everson:

Several time-sensitive questions have been brought to my attention concerning the tax
treatment of roughly 2,700 of my northern California constituents, all of whom recently received
cash awards from the State of California in an inverse condemnation decision by the courts. 1
would appreciate your review of this matter, and a response at your earliest convenience.

On February 20, 1986, the Linda levee on the Yuba River broke, resulting in millions of
dollars of flood-related damages to several communities in Yuba County. After years of court
challenges, an appellate court reversed an earlier lower court's judgment in favor of the State of
California, and ruled in favor of the plaintiffs in Paterno v. State of California (Paterno). The
court held that the plaintiffs' damages were directly caused by an unreasonable State plan, which
resulted in the failure of the Linda levee. In the end, the State agreed to pay damages plus
interest and attorney fees, amounting to $428 million.

I have included several questions that have arisen concerning how these awards will
affect the tax liability of flood victims, all of which originated from tax preparers who are
helping to advise many local award recipients. It is of the utmost importance that these questions
receive immediate attention so that my constituents involved in this matter will receive accurate
tax advice presently, and will not later face unnecessary scrutiny due to the sheer complexity of
this situation and a lack of information.

1. Capitalization of attorney fees and costs, treatment of prejudgment interest, and gain or loss on
inverse condemnation per Leonard v. Commissioner. 94 F. 3d 523 (9th Cir. 1996)




The Honorable Mark W. Everson
Page 2 of 3

As explained by Mr. David Shaw, an Enrolled Agent and constituent of mine from Yuba
City, and in greater detail in a memorandum from Ms. Margaret A. Martin, General Attorney
with IRS Sacramento, Group 2 (Small Business/Self-Employed), the Leonard case and the
Paterno case both deal with inverse condemnations. In addition, the settlement of both cases
included prejudgment interest even though the Paterno case did not directly call the additional
income "prejudgment interest." In Leonard, the court indicated that "interest on a condemnation
award is not part of the award; instead, it represents compensation for the delay in payment, and
is taxable as ordinary income.” In the attached memo from Ms. Martin, she cites four other cases
that reach the same conclusion regarding the treatment of "prejudgment interest." Therefore, my
constituents have asked, even though the Paterno case did not classify the increased income due
to delay in payment of "prejudgment interest," will the Internal Revenue Service agree that this
income is prejudgment interest and should be treated in accordance with the precedence set forth
in the Leonard case and IRC Sec. 61?

At the individual taxpayer level, I am concerned that many of my constituents will be
captured by the alternative minimum tax on the settlement largely from having Paterno-related
attorney fees deducted on Schedule A subject to the 2% limitation. However, as in the Leonard
case and IRC Sec. 212, attorney fees in relation to an inverse condemnation should be capitalized
unless the fee agreement specifically addressed prejudgment interest. In short, since the Paterno
fee agreement did not address "prejudgment interest," would the IRS agree that 100 percent of
the attorney fees should be capitalized, and therefore not included on Schedule A?

Mr. Shaw would like to know if the attorney fees should be capitalized and, in
accordance with IRC Sec. 1016, 1001, and 1011, the new adjusted basis calculated in order to
determine a taxpayer’s gain or loss on the inverse condemnation, the type of property involved in
the Paterno case would decide the treatment of the gain or loss. In short, some gains and losses
may be excluded under IRC Sec. 121, while others may be fully taxable or deductible depending
on the type of property involved in the inverse condemnation. If this is a position that the IRS
would agree correctly cites the Leonard case and the above mentioned IRC sections, or would
the taxpayer be entitled to an additional casualty loss in any case due to the excess basis
remaining?

2. Insufficient information provided to flood victims regarding IRS Form 1099

The second issue was brought to my attention by Mr. Doug Gray, a tax preparer and
constituent of mine from Yuba City. As it was explained to me, flood victims received a check
from their attorneys, and in some cases a note, indicating how much of their award was allocated
to attorney fees and expenses. In addition, they received an IRS Form 1099 Miscellaneous.

Both Mr. Gray and Mr. Shaw have inquired about how the IRS will process the returns
from the Yuba flood victims. Specifically, they would like to know if, because of the 1099
Miscellaneous and the possible need to split up individuals' awards into prejudgment interest and
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attorney fees, the IRS's computers will erroneously identify the flood victims as not having
reported taxes correctly? How will the CP2000 system process these returns? Is there a way the
IRS can protect these taxpayers from unnecessary scrutiny of this kind, perhaps through a special
designation that will identify returns with the Yuba flood? Do the taxpayers need additional
information to properly calculate tax liability?

If these questions can be readily answered, I believe it would greatly benefit the tax
preparers in Yuba County to have a representative from Washington on hand at a small forum to
discuss this issue and answer any other questions that may come up.

This is an issue that affects a large number of my constituents, all of whom are taxpayers
facing an uncertain tax burden. Prior to taxes coming due, I believe every effort should be made
to inform these individuals about their tax situation, and ramifications for non-compliance. Iam
aware that the tax preparers in Yuba County have made several outreach efforts. 1 would
appreciate learning of the IRS efforts to inform taxpayers of their potential tax liability in this
scenario.

Again, thank you in advance for your timely and thorough review of this pressing issue. I
would very much appreciate your continued attention to this matter, as it adversely impacts so

many of my northern California constituents, and will follow up with you and your staff.

Sincexly,

Member of Conf

encl.
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Office of Chief Counsel
Internal Revenue Service

CC:$B:7:SAC.2:MAMartin
TRNEX-138491-05

date: OCT 1 3 2005

To: Area Director, SPEC
Attn: Bob Meyer, Territory Manager (Sacramento)

from: Area Counss! (SBSE), Area 7
Sacramento Office

.
subject Tax Consequences of Payments Received for Flood Damage

This i# in response to your inquiry concerning the tax
treatment of attormeys’ fees included in a settlement entered
into between the State of California (hereinafter “the State”)
and numercus Yuba County residents. The settlement was of
litigation relating to flood damage resulting from the collapse,
on February 20, 1986, of the Linda levee at the confluence of
the Yuba and Feather Rivers in northern California.

Approximately 3,000 plaintiffs® sued the State and others,
seeking damages for inverse condemnation liability.? ZInitially,
the lower court found against the plaintiffs, but the appellate
court reversed and ordered a new trial. Sample plaintiffs
subsequently lost in the lower court and the case was again
appealed. This time the appellate court reversed the lower
court’'s judgment in favor of the State and held in favor of the
sample plaintiffs, on the grounde that their damages were
directly caused by an unreasonable State plan which resulted in
the failure of the Linda levee and that the State waa liable to
pay for the damages. Paterno v. State of California, 113

"To our knowledge, the litigation was not a class action,

? tnverse sendemnation liability steme from the California Constitution and ie
not dependent on tort or private property principles of faulk. Cal. Comst.,
art. I, § 19. BSee Albers v. County of Los Angeles 62 Cal.2d 250, 261-262. 42
Cal.Rptr. 89, 398 P.2d 129 (1965). The theory is that the private individual
should not be required to bear a Qispreportionate share of the cogts of a
public improvement, which would be the regult if there was damage to the
individual, snd liability en the part of the public antity, and the
individual was not reimbursed for the damage by the public entity. Ses

ogklin v. City of Lafayette, 7 Cal. 4" 327, 367-368, 27 Cal.Rper.2d 615, 867

P.2d 724 (1994).
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Cal.App.4*" 998, 6 Cal.Rptr.3d 854 (1999). The appellate court
remanded for further proceedings necessary to determine the
damages of nonsample plaintiffs (the sample plaintiffs’ damages
had been stipulated), and it swarded the sample plaintiffs costs
of muit, including “reasonable attorney, appraisal, and
engineering fees” actually incurred, pursuant to section 1036 of
the California Code of Civil Procedure.

Subsequently, the majority of the plaintiffs entered into a
settlement agreement with the State of California, pursuant to
which the State paid $428,000,000 into an escrow account. You
have informed us that approximately $100,000,000 of the
$428,000,000 was for damages, $171,200,000 was for attorneys’
fees as agreed in the settlement, and $156,800,000 was
prejudgment interast. During July 2005, plaintiffs received
thelr proportionate shares of the $428,000,000, less the
attorneys’' fees.

LBGAL ANALYS1S

Section 61 of the Internal Revenue Code provides that,
except as otherwise provided by the Code, gross income includes
all income from whatever source derived, Any funds or other
accessions to wealth received by a taxpayer are presumed to be
grosas income and are includable as such in the taxpayer’s
return, unless the taxpayer can demonstrate that the funds or
accessions fit into one of the specific exclusions created by
the Code. Commissioner v. Glenshaw Glass Co., 348 U.S. 426,
429-431 (195S); Getty v, Commissioner, 913 F.2d 1486, 1490 (9"
Cir. 1990).

To determine whether an award of damages or a settlement
payment counstitutes gross income, it is necessary to lock to the
nature of the underlying action. Getty, 913 F.2d at 1490.
Settlement proceeds constituting a recurn of capital or damages
for the impairment of capital are taxable only to the extent
that they exceed the basis of the property replaced. OKC Corp.
& Subs. v. Commissioner, 82 T.C. 638, 650 (1984). Thus,
condemnation awaxds {fexcluding interest) are amounts realized
for purposes of computing gain or loss on property, and may be
taxable as ordinary income or as capital gains, depending upon
how the property was held. Casalina Corp. v. Commissioner, 60
T.C. 654 (1973).

Intereat on a condemnation award is not part of the award;
instead, it represents compensation for the delay in payment,
and is taxable as ordinary income. Kieselbach v. Conmissioner,
317 U.8. 395 (1943); Leonard v. Commissioner, 954 F.3d 523 (9
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Cir. 1996); Tiefenbrunn v. Commissioner, 74 T.C. 1566, 1572
(1980); Casalina Corp.; Wilscn v. Commissioner, T.C. Memo. 199€-

418.

The U.8. Supreme Court recently held that, ac a general
rule, when a litigant's recovery constitutes income, the
litigant’'s income includes the portion of the recovery paid to
the attorney as a contingent fee, as an anticipatoxry assignment
to the attorney of a portion of the elient’s income from any
litigation recovery. Banks v. Commigseioner, 543 U.S. __ , 125
$. Ct. 826, 160 L.Ed. 2d 859 (2005).°

The deductibility of attorneys’ fees is determined by
looking to the origin of the claim. United States v. Gilmore,
372 U.S. 39, 47-48 (1963). Attornays’ fees paid to establigh
the sales price of property are capital expenditures and
therefore not deductible. United States v. Hilton Hotels Corp..
397 U.S. 580, 584 (1970). Attorneys’ fees paid to obtain
interest, which is ordinary income, are deductible. Kovacs v.
Commigsionar, 100 T.C. 124, 133 (1593), aff’d by unpublished
?Lspoaition, 35 P.3d 1048 (8" Cir.) cert. denied, 513 U.S. 963

1954). -

Where a taxpayer had entered into a contingency fee
agreement with the attorney, the taxpayer is entitled to deduct
that amount the taxpayer actually paid the attorney according to
the contingency fee agresment to obtain the taxpayer’s share of
the pre-judgment interest portion of the award. Leonard, 94
F.3d at 526.° The Court in Leonard rejected arguments that the
deductible amount should be based either on a ratic of billed
hours related to interest to total billed hours, or on a ratio
of amount recovered for prejudgment interest to total amount
recovered.

* The Supreme Court In Banks explicilly declined to reach the issue of whether sums awarded to an
attorney under a fee shifting statute are includable in the client's gross income. A fee shifting statute is a
statute providing for & party to pay the other party's faes. Section 1038 of the California Code of Civil
Procedure is such a fee shifting statute, in thet it requires, in part, that in any inverse condemnation
procaeding the attorney representing the public entity who effects a settiement of the proceeding shall
allow as part uf'thu settiement a sum that will reimburse the plaintiff's reasonable costs, disbursements.
and expenses, including reasonable attorneys’ fsas. ‘The Ninth Circuit has held that a defendant's
payment of a plaintiff's attornays’ fees and costs pursuant to a fee shifting statute constitutes income to
the taxpayer. Sinvard v. Commigsioner, 288 F.3d 758 (9" Cir. 2001); Vincent v. Commissioner, T.C.

Mema. 2005-95.
* Leonarg invoived a California invarse condemnation.
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As an example of the above discussion, assume that an
individual taxpayer received a payment of $85,599 as a result of
the lirigation, calculated as follows®:

Proporticnate share of total award,
including interest and attorneys’

fees paid by State $142,666
Amount of attorney’s fees retained $7,067
Amount of cash received by taxpayer $ 85,599

Further assume that the $§142,666 includes $52,267 of
prejudgment interest, that the attorneys’ fees were based upon a
contingsncy fee agreement, that the §57,067 of attorneys' fees
included $5,000 actually expended on the matter of the
prejudgment intexest,® and that all damages received were for
damages to a capital asset.

The taxpayer should (1) report the $52,267 of prejudgment
interest as ordinary income; (2) treat the remaining $90,399 as
the amount realized in computing gain or loss; (3) deduct the
$§5,000 of attorney’s fees attributable to the prejudgment
interest (although the §$5,000 of attorneya’ fees is deductible
in this example, the deduction under I.R.C. §212(1) is subject
to the 2% flooxr of I.R.C. §67); and (4) capitalize the remaining
$82,067 of attorneys’ fees (this is an adjustment tc basis
pursuant to I.R.C. §1016). The taxpayer’'s gain or loss on the
"sale” of the property (the inverge condemnation) pursuant to
I.R.C. §1001 is the amount realized of $90,399 less the adjusted
basis (§1011)J. In this example, the calculation would be
$90,399 less the sum of the taxpayer's pre-settlement basis plus
$52,067. Finally, the taxpayer might be entitled to exclude the
net gain entirely if he or she meets the requirvements of §121
(exclusion of gain for sale or exchange of a principal
residence, see I.R.C. §121(d) (5)).

:' sSinc« there were approximately 3,000 piaintiffs, we are using 1/3,000 of each of the amounts ycu gave

¥ The party ascerting thet a portion of the atiormey’

y y's fess was actually paid 1o obtain the taxpayers share
of the pre-judgment imar_m portion of the sward would nead evidena); p!:prow that portion.p I!naf
there was an actual hearing relating solely to the prejudgment interest, sc it was possible in that case to
meke such an atiocgtion, Absent any such svidence, no portion of the attorney's fees would be
daductible (as opposed to a capltal expenditure).
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We would be happy to provide additional asgistance to you
in thie matter., If you wish additional asgistance, pleass call

Margaret A. Martin at (916) 974-5700.

PATRICIA A. DONAHUE

Area Counsel
(Small Business/Self-Employed)

.(Small Buginess/Self-Employed)

ce:

Divieion Counsel
SB TL

Aréa Counsel
Area 7
S8
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JOHN B. LEONARD; BETTY B. LEONARD, Pstitionsrs-Appeliants, v.
COMMISSIONER INTERNAL REVENUE SERVICE, Respondent-Appeliee.
JAMES v. CREWS; DOROTHEA G. CREWS, Peotitioners-Appeliants. v,
COMMISSIONER INTERNAL REVENUE SERVICE, Respondeat-Appellee.
No. 98-70046, No. 95-70047

UNITED STATES COURT OF APPEALS FOR THE NINTH CIRCUIT

94 F.3d 523; 1996 U.S. App. LEXIS 23234
May 7, 1996, * Submitted, Pasadens, California

* The panel unanimously finds this case suitable for disposition without oral ar-
gument. Fed. R. App. P. 34(); 9th Cir. R. 34-4.

July 31, 1996, Filed

SUBSEQUENT HISTORY: [**1] As Amended Sep-
rember 5, 1996.

PRIOR HISTORY: Appeals from a Decision of the
United States Tax Court. Tax Ct. No. 19656-91, Tax Ct.
No. 14450-91. Arthar L. Nims III, Tax Cowt Judge, Pre-
siding,

Origina! Opinion Previously Repurted s /996 U.S. App.
LEXJS ]8789.

DISPOSITION: AFFIRMED im part, REVERSED in
part, and REMANDED.

CASE SUMMARY:

PROCEDURAL POSTURE: Petitioner taxpayers chale
lenged a decision by the United States Tax Cowrt, which
upheld in part respondent Commissioner of Internal
Revenue's determination of tax deflciencies for petition-
ers' failure to report the prejudgment intersst portion of
an inverse condemnation award as ordinary income. Two
petitioners challenged the tax court’s upholding of pensl.
ties assessed for substantlal understatement and nogligent
underpayment of income tax.

OVERVIEW: Pstitioner taxpayers challengsd the tax
court's dacision, which upheld in part respondent Com-
missioner of Internal Revenue's determination that petl-
tioners were lisble for tax deficiencies due to their fhilure
to report me_wdudunent interest portion of an inverse

candemnation award 8§ ordinary income, The court af-
firmed because the prejudgment interest portion of en
emincat domain award was ordinary income and there
was no relevant distinclion between an eminent domain
action and the inverse condemnation action. The court
reversed the determination that petitioners could deduct
only thres percent of the total amount of artorney fees
and remanded for recalculstion of their tax deficiencies
because petitioners were entitled 1o deduct what they
actually paid their lawyers o obtain their share of the
prejudgment interest portion of the award. The court
affirmed the imposition of penalities against two petition-
ers far negligent underpayment and substantla] under-
statement of their texes because 8 reasonabls taxpayer
would not have relied simply on the word of neighbors
or falled to inform the tax preparer that assisted them in
the preparation of their tax retum.

OUTCOME: The court affirmed the finding thas peti-
tioner axpayers' prejudgment interest award in an in-
verse condemnation action was ordinary income and the
assegsraent of penaltics on two petitioners, who did not
act reasonably, for subswntial understatement and negli-
gent underpayment of tax. The coust reversed the detes-
mination of deductible arrormney fees because petitioners
were entitled 10 deduct the total 2mount paid to recover
the award,

LexisNexis(R) Headnotes
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Tax Law > Federal Yax Administration & Procedure >
Tax Court (IRC secs. 7441-7491)

Civll Procedure > Appenly > Standards of Review > De
Novo Review

(HN1] The court reviews de novo the tax court's deter-
mination that the prejudgment interest portion of the tax-
payers’ award is ordinary income.

Tax Law > Federal Income Tax Compuiation > Un-
eamed Income > Interest Income (IRC sec. 61)

Tax Law > Federal Taxpayer Groups > Individuals >
Groxs Income (IRC sec. 61)

[HN2] LRC. § 61(a)(4) provides that gross income
means al! income from whatever source derived, inciud-
ing Interest. 26 US.C.S § 61(u)(4). '

Tax Low > Faderal Income Tax Computation > Un-
carned Income > Intsrest Income (IRC sec. 61)

[HN3] Department of the Treasury regulations provide
that interest income (ncludes the imterest portion of »
condemnation awwrd. 26 CEFR § 1.6/-7(a).

Tax Law > Federal Income Tax Compuiation > Un-
earned Income > Interest Income (IRC sec. 61)
[HN4] The prejudgment [nterest portion of an eminent

domain award is ordinary income.

Tax Law > Federal Income Tax Computation > Un-
earned Incomse > Interest Income (IRC sec. 61)
Real & Personal Property Law > Eminent Domain

Procesdings

[HNS] There is no relevant distinction betweon an emi-
nent domain action and an inverse condemnation action.
Eminent domain and inverse condemnation are two sides
of the same coln. in both types of actions, a property
owner gesks compensation for the value of his property
tsken by the government. When payment is delayed
pending litigation, the property owner is genenally enti-
tled to an additional award to make up for the Interest he
could have eamed if he had been compensated earlier
and had put the money to work. The raxpayers' prejudg-
ment interest award is ordinaty income.

Tox Law > Federal Income Tax Computation > Deduc-
tions jor Business Expenses > Capital Expendftures
(IRC secs. 263-2634)

Tax Law > Federal Taxpeyer Groups > Individuals >
Production of Income Expenses (IRC sec, 212)

[HNG6] Taxpayers are aot entitled to deduct the entirety
of thelr attomey foes incurred and peid to obtain an
award. Although wxpayers generally can deduct ex-
Penses to produce income, 26 US.CS. § 212, they can-
not deduct “capital expenditures.” 26 US.C.S § 263.

Tax Law > Federal Income Tax Computation > Deduc-
tions for Business Expenses > Cupltal Expenditures
(IRC secs. 263-2634)

Tax Law' > Federal Toxpayer Groups > Individuals >
Production of Income Expenses (IRC sec. 212)

[HN7] The cowr detcrmines when to treat attorney fees
as deductible by looking at the origin of the claim. Attor-
ney fees psid to establish the sales price of property are
capital expenditures and therefore not deductible. Attore
ney fees paid to obiain Interest, which is ordinary ine
come, are deductible,

Tax Law > Federal Income Tax Computation > Un-
earned Income > Interest Income (IRC sec. 61)

Tax Law > Federal Taxpayer Groupy > Individuals >
Production of Income Expenses (IRC sec. 213)

[HINS) Taxpayers are entitled to deduct what they actu-
ally peid their lawyers, according to a contingent fee
confract, to obtain their share of a prejudgment interest
portion of an Inverse condemnation award.

Tax Law > Federal Tax Administrorion & Procedure >
Tax Liablliies & Credits > Civil Penalties (IRC secs.
66351-6781) :

[HNS] A texpayer Is negligent in underpaying tsxes
when he fails to do what » repsonable and ordinary pru-
dent taxpayer would do under the circumatances,

COUNSEL: Peter B. Brekhus, Brekhus, Williams, Web-
ster & Hzll, Greenbras, California, for the petitioners-
appellants.

Gary R. Allen, United States Department of Justice, Tax
Division, Washington, D.C., for the respondents-
appellees,

JUDGES: Before: Floyd R. Gibson, ** John T. Noonan,
Jr. and David R. Thompson, Cireuit Judges. Opinion by
Judge Thompson.

** Honorsble Floyd R. Gibson, Senjor Circuit
Judge for the Eighth Circuit, sitting by designa-
tion.

OPINIONBY: DAVID R. THOMPSON

OPINION:
OPINION

THOMPSON, Circuit Judge:

John B, Leonard, {1I, Betty B, Loonard, James V.
Crews and Daorothes G. Crews (taxpayers) appoal & deci-
sion by the United States Tax Court upholding in part the
Commissioner of Internal Revenue's (Commiasioner)

(*524] ORDER AND AMENDED
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determination of tax deficiencies for the taxpayers' fall-
ure to report as ordinary income the prejudgment interest
portion of en inverss condemnation [**2] sward, The
taxpayers also challenge the tax court's method of calcu-
lating the amount of attormey fees which is deductible
from the prejudgment interest porton of the award. In
eddition, the Crewses appeal the tax court's upholding of
additional penalties assessed against them by the Com-
missioner for substantial understatement wnd negligent
underpayment of their income tax.

We have jurisdiction pursuant to 26 USC §
7482(2). We aftrm the tax cowt’s determination that the
taxpayers' prejJudgment interest award is ordinary income
and that the Crewses are liable for additional penaities
for substantial undersiatement and negligent underpay-
mont of tax on that income. We reverse the tax court's
determination of the amount of deductible attorney fees,
and we [*S2S) remand for recalculation of the tax defi-
clencies of all of the taxpayers and the penalties assessed
againgt the Crewses,

FACTS

In 1989, the taxpayers and others (clesy plaintiffs)
sustained flood damage to their personal residences. The
City of San Bernadino declared their homez to be unin-
habitable and demolished them. The class plaintiffs flled
a lawsult against the City, the County of San Beroadino,
and the San Bernadino Flood {**3] Control Diatrict (col-
lectively, San Bernadino) for inverse condemnation. The
pleintiffs’' contingent fae contract with their attomeys
guaranteed the lawyers twenty-flve percent of any
amount recovered, including any award of prejudgment
interest, plus $ 125 per billable hour of time spent on the
case.

The class plaindiffs won a jury verdict. Their cotal
recovery was § 4,101,321, which inclnded court-awartded
atorney fres and prejudgment interest. The Leonards’
share of the award was § 299,036, which included $
136,596 of prej nt interest. The Crewses' share was
; 216,039, which included $ 105,183 of prejudgment

tevest,

Pursuant 1o their agreement with their counsel, the
class plaintiffs owed approximately $ 1.6 million in at-
torney fees. Tha attomey fees consisted of the attorneys’
contingency fee plus hourly foes of $ 125 per hour com-
puted on 4900 hows bills during the cese. Of thess
houss, 142 hours, or three percent of the total hours
billed, .r’:lmd solely to obtaining the prejudgment inter-
est award,

The Judgment entered in the inverse candemnation
action included attorney loes of $ 700,000 to be paid by
San Bernarding, This left a shortfall of $ 900,000 to be
made up [**4] by the class plaintiffs. They paid their

respective shares of the attorney fets in proportion to the
percentage of the award each plaintiff received.

The taxpayers then rumed their astention to the
preparation of their tax returns, The: Leonards hired 3
certified public accountant (CPA), who determined that
the prejudgment interest portion of the award was a re-
nun of capital and thus was not includable a5 ordinary
income. The Lecnarda filed their roturn on this basis,
treating the prejudgment interest as e capital gain.

The Crewses did not inform their tax preparer of the
award. Relying on information they received from other
flood victims, they decided the prejudgment interest was
not reportable at all; thus, they filed their tax return with-
out any mention of the award.

The Commissioner issued notices of deficiency. The
taxpayers challenged these deficiencies in the tax court.
The rax court held that the prejudgment interest portion
of the award was ordinary income, and that attorney fees
attributsble to this portion of the award were deductible
as an income-producing expenditure. To determine the
amount of the deduction, the tax court decided that be-
cause the class plaintiffs' [**5] attorneys hed spent
three percent of their total billable hours In obtaining the
prejudgment interest portion of the sward, three psrcent
of the totsl amount of antorney fees was properly alloc-
able to the recovery of the prejudgment interest portion
of the award.

The tax court also held that the Crewses wers liable
for penalty additions to their tax for substantial under-
statement and negligent underpayment of income tax.

DISCUSSION
I

[(HN1] We review de novo the tax court’s determina~
tion that the prejudgment interest portion of the taxpay-
ers' award Is ordinary income. Kelley v. Commissioner,
43 F.3d 348, 330 (9th Cir. 1995).

[HN2] Section 61(a)(4) of the Internal Revenue
Code provides that gross income means all income from
whatever source derived, including interest. 26 US.C. §
6J(s)(4). [HN3] Department of the Treasury regulations
provide that interost income includes "the interest portion
of a condsmnation award" 26 CF.R § 1.61-7(a).

The taxpsyers argue that the prejudgment Interest
portion of an inverse condemnation award is not income
becauss it is ["526] paid to meet the copstitutional
mandate of just compensation under the Fith Amend-
ment. This argument was considered and rejected by the
[**6] Supremec Cowrt in Kieselbach v. Commissioner,
317 U8 399,87 Ed 358, 6385. Cr. 303 (1943), where
the Court held that [FIN4] the prejudgment interest por-
tiont of an eminent domain award is ordinary income,
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[HNS] There is no relevent distinction between the
eminent domain action in Kieselbach and the inverse
condemartion action hers. Eminent domain und inverse
condernnsation are two sides of the same coin. In both
types of sctlons, 8 property owner seeks compensation
for the value of hia property taken by the government.
When payment is delayed pending litigation, the prop-
erty owner is generally entitled to an additions! sward to
make up for the juterest he could have earned if he had
been compensated earller and had put the money 0
work. The tax court correctly held that the taxpayers'
prejudgment interest award was ordinary income.

n

It is undisputed that the [HNG) taxpeyers aye not en-
titled to deduct the entirety of their attorney fees incurred
end paid to obtain the award, Although waxpayers gener-
ally can deduct expenses o produce income, 26 U.S.C. §
212, they cannot deduct "capital expenditures.” 26 U.5.C,
§ 263,

[HNT7) The court derermines when lo treat attomey
fees a3 deductible by looking st the origin of the claim.
[**71 Unired States v. Gilmore, 372 U.S. 39, 4748, 9 L.
Ed. 2d 370, 83 8. CI. 623 (1963). Attomney fees paid 1
eatablish the sales price of property are caplal expeadi-
tures and therefore not deductible, Unired States v. Hil-
ton Hotels Corp., 397 U.S. 380, 384, 25 L. Ed. 2d 385,
96 & Cr. 1307 (1970). Anomay fees paid to obtain inter-
est, which is ordinary income, are deductible. Kovacs v.
Commissionsr, 100 T.C. 124, 133 (1993), qff'd by wunpub-
lishod disposition, 25 F.3d 1048 (6th Cit.), cert. denied,
US L1158 o 424 (1994).

The wx cowr determined that the taxpayers could
deduct only three pereent of the total amount of attorney
fees, becuuse only three percent of the attorneys' billable
hours were expended 1 obtain the prejudgment interest
portion of the award. We reject this approsch, because it
ignores the contingent fee portion of the taxpayens' con-
traot with their lawyers, and allocstes fees only on the
basis of the houzly rats portion of the contract.

The taxpayers argus they should be able 1o deduct
that pertion of their attomey fess which {s equal to the
percentage of the recovery atributable fo prejudgment
interest. Becsuse prejudgment imterest accounted for
roughly fifty percent of the twtal award, they [**8] con-
tend thoy should be entitled to deduct that percentags of
the total attormey fees paid.

We also reject the waxpayers' approach, because it
would give them a windfall deduction. Using their for-
muls, they would get & deduction of nearly fifty percent
of the wial fees paid, and yet they did not pay thet two
obtain the interest portion of the awsrd. According to
their contingent fee contract, to obtain the prejudgment

interest portion of the award the ciass plaintiffs paid thelr
{awyers twenty-five percent of the prejudgment intsrest
recovery plus $ 128 per hour for the hours expended to
make that recovery.

We conclude the [HN8] taxpayers are entitled 10 de-
duct whet they actually paid their lswyers, according to
the contingent foe contract, to obtain their share of the
prejudgment interest portion of the awsrd. Thus, they are
entitled to deduct twenty-five peroent of their propor-
tionate share of the prejudgment interest portion of the
award, plus their proportionate share of § 17,730 (142 x
$129).

m

The Commissioner imposed, and the tax court up-
held the imposition of, penalties against the Crewses for
negligent underpayment of wx pursvant to 26 US.C §
6653(a)(1) (as in effect for [**9] fiscal year 1987), and
substantial understatement of tsx pursuant to 26 US.C. §

6661 () (as in cffect for fiscal your 1987).

The record shows the Crewses decided not to tell
thelr tax proparer about the Interest award and decided
not to disclose it on their [*527) tax rerurn. They did so
in reliance on the advice of neighbors who also partici-
pated in the class action. Mr. Crews testified that the
neighbors he spake with told him that they were not re-
porting any portion of the award and that some of the
neighbors sald they had been advised by centified public
accountants not to report the award. Mr. Crews also testi-
fled he did not tell his tax preparer about the award for
fear of confusing him.

We conclude that 8 reasonable taxpayer deciding
how to treat an award of prejudgment interest such as the
award in this cass would not rely simply on the word of
neighbors. See Sammons v. Commissioner, 838 F.2d 330,
337 (ouh Cir. 1988) (HN9] (saxpayer {3 negligent in un.
derpaying taxes when he fails to do what a rcasonable
and ordinary prudent taxpayer would do under the clr-
cumstances). The Crewses used 4 tax preparer to assist
them in the preparation of their tax return. Their fallwe
10 inform him [**30] of the Interest award iy difficult to
understand, They committed 1o him the responsibility of
preparing their tax retumn, but instead of seeking his ad-
vice on the tax implications of the Interest award, they
relied on the tax advice of neighbars, none of whom ac-
cording to the record had any tax expertise. We agree
with the tax court that this is not what an ordinary pru-
dent taxpayer would have done under the circumstances.

We conclude the tax court did not err in determining
that the Crewses were llable for penalties for negligent
underpayment and substantial understatement of their
taxes. The penalties, however, will have to be reczlcu-
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lnted in view of the additional deduction of attorey fees

to which the Crewses are entitled,
CONCLUSION

We affirm the tax cournt's decision that the prejudg-
ment interest portion of the inverss condemnation sward
is reportable as ordinary income by both the Crewses and
the Leonards. We vacate, however, the tax courts defl-
ciency determinations for all of these taxpayers and re-
mand their cases to the tax conrt for recalculation of their
tax deficiencies, applying the proper deductions for at-
torney fees ag set forth in this opinfon.

We also affirm the [**11} wx court’s imposition of
pensltics against the Crewses for negligent underpay-
ment and subswantial understatement of their income tax;
howsver, we vacate the smount of such penalties, and

direct the tax cowt to recalculete the penalties when it
reécalculates the Crewses' tax deficiency.

Each of the parties shall bear Its, his and her own
cosls on appeal,

AFFIRMED in pant, REVERSED In part, and
REMANDED.

ORDER

The oplnion filed July 31, 1996, is amended ps fol-
lows:

At Slip Opinion page 9329, the 1ast sentence of the
first full paragraph Is amended to read: Thus, they are
entitled to deduct twenty-five percent of their propors
tionate share of the prejudgment (nterest portion of the
award, plus their proportionate share of § 17,750 (142 x
$ 129).

TOTAL P. 12



